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The ratio should be studied together with the quantum
of working capital and the ratio of profits to total capital
employed. If increasing debt is accompanied by increasing
working capital, we can conclude that the firm maintains its
short-term liquidity by increasing total debt but it adversely
affects the profitability of the firm. An increasing trend in the
ratio is the result of increasing returns on investment. Then
it is an indication of overtrading by the firm which creates
the problem of long-term solvency. If an increasing debt /
equity ratio is accompanied by a lower trend in the ratio of
profit to total capital employed, it denotes that the firm is
dependent on outside debts for its existence. Ultimately it
results in its closure.
Net Worth / Long - Term Loans
This ratio indicates the owners' stake in the business.
Creditors give more importance to the ratio because it indicates
safety of their funds. Owners' funds should atleast be equal
to their long-term liabilities. A declining trend indicates
increasing dependence on external funds which reduces the
profitability of the firm. Excessive debt finally leads to insol-
vency if reasonable returns are not realised.
Net Worth / Bank Credit
This ratio provides information as to the net worth in
relation to bank-credit. Generally, banks provide finance for
working capital. As government's policy has been to give
encouragement to promotion and development of small-scale
industries, banks have been giving liberal loans to small-scale
industries. A Worsening trend of the ratio implies more depen-
dence on bank credit fcr the functioning of the unit which
increases the burden of debt. This badly affects its profi-
tability at the time of low returns on the capital invested.
Net Worth / Fixed Assets
This ratio reveals how far fixed assets are financed by
owners' funds. Generally, fixed assets should be financed by
owners' funds. A higher ratio indicates that owners are able
to finance most part of their fixed assets. It means that there
is less burden of interest on the firm. Likewise a lower ratio